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An Interview With F. A. Hayek 

December 1, 1982 


In December the Cato Institute 
launched its Distinguished Lecturer Se¬ 
ries with an address by F, A, Hayek, 
1974 Nobel laureate in economics and 
author of numerous books, including 
The Road to Serfdom; The Constitution 
of Liberty; Prices and Production; Mon¬ 
etary Theory and the Trade Cycle; and 
Law, Legislation, and Liberty, Professor 
Hayek is now working on a book enti¬ 
tled The Fatal Conceit, which will deal 
with socialism and central plaiming in 
all its forms. Before his lecture. Profes¬ 
sor Hayek granted the following exclu¬ 
sive interview to Policy Report. 

Policy Report: What role can a public 
policy institute, like the Cato Institute, 
play to limit the size of government and 
increase individual freedom? 

. Hayek: Well, I can't speak about partic¬ 
ular institutes, but the one institution of 
that sort which I have watched from the 
beginning and for the existence of which 
I am in some sense responsible, is the 
Institute of Economic Affairs of London, 
which was created by Antony Fisher. He 
thought you could sway mass opinion. 
What I insisted and what was strictly 
followed by the Institute was not to ap¬ 
peal to the large numbers, but to the 
intellectuals. My conviction is that, in 
the long run, political opinion is deter¬ 
mined by the intellectuals, by which I 
mean, as I once defined it, the second¬ 
hand dealers in ideas — the journalists, 
schoolmasters, and so on. In fact, social¬ 
ism is very largely an affair of the intel¬ 
lectuals and not the working class. 

So the Institute began publishing little 
brochures or pamphlets dealing with a 
few political issues on a level intelligible 
to the intelligent, but not technically ed¬ 
ucated, person. They are not writing for 
the economist, nor for the general pub¬ 
lic, but for the educated man, repre¬ 
sented by schoolmasters and journalists 
and so on. 

It has taken a long time to prove its 
success. And for a time I did wonder 
whether or not I was thinking correctly. 

I now think it has become the most pow¬ 


erful maker of opinion in England. By 
now, book shops usually have a special 
rack of Institute of Economic Affairs 
pamphlets. Even people on the left feel 
compelled to keep informed of the Insti¬ 
tute's publications. And I think that if 
you are looking for a program here in 
the United States, you can do no better 
than to study the Institute's publications 
catalogue. 

PR: Do you think monetarism has 
failed? And what would be wrong with 
enforcing a monetary rule that limited 
the growth of high-powered money? 
Hayek: I don't know what monetarism 
is. If monetarism just means a good old- 



fashioned quantity theory, of course it 
has not failed. If it means the particular 
version of Milton Friedman, I think it 
has because he imagines that he can 
achieve — ascertain — a clear quantity 
relationship between a measurable 
quantity of money and the price level. I 
don't think that is possible. In fact, just 
about 40 years ago in the opening sen¬ 
tences of my book. Prices and Produc¬ 
tion, I wrote that it would be a great 
misfortune if people ever cease to believe 
in the quantity theory of money. It 
would be even worse ever to believe it 
literally. And that's exactly what Milton 
Friedman does. He imagines that it is 
possible to prescribe to the monetary au¬ 
thorities a definite rate at which "the " 
quantity of money must be allowed to 
increase. I must say that I don't know 
what "the" quantity of money in a mea¬ 


surable sense is. It has become so com¬ 
plex. There is a distinction between Ml, 
M2, and so on. I don't think there is such 
a simple relationship. 

When you mean by monetarism that 
you can instruct the monetary authori¬ 
ties — the Federal Reserve System — to 
adjust the quantity of money to keep the 
price level stable, I believe that is cor¬ 
rect. But they have to find out by experi¬ 
mentation what they have to do to keep 
the price level stable. If you understand 
correctly what Milton Friedman be¬ 
lieves, that you can tell them to increase 
some particular observable quantity by 
3% a year, I think it is nonsense. I say 
this although Friedman is a great friend 
of mine, and I admire most of his views, 
but his quantitative approach to eco¬ 
nomics seems to me to involve a ^oss 
oversimplification of what things really 
are like. 

PR: What steps would you recommend 
to return the United States to stable eco¬ 
nomic growth and prosperity? 

Hayek: What I can say about the United 
States is exactly the same that I've been 
preaching in England since Mrs. 
Thatcher has been in power. It is politi¬ 
cally possible to cause, by braking infla¬ 
tion, 20% unemployment for six 
months. It is not politically possible to 
create 10% unemployment for three 
years. If you do it quickly even a very 
high rate of unemployment can be toler¬ 
ated. If you try to do it slowly and gen¬ 
tly, you are bound to fail, because peo¬ 
ple in the long run will not put up with 
it. But they will accept it if it comes 
quickly. 

I think every termination of inflation, 
which is without doubt the most impor¬ 
tant thing to do, has to be done much 
more quickly than it has been done in 
England. It wasn't Mrs. Thatcher's fault; 
she knew she couldn't get her cabinet to 
follow her view. She admits as much. In 
fact, I heard her say, "My one mistake 
was to go on much too slowly. I ought to 
have done it much more quickly." 

I think the same thing is in a measure 
true of the United States. You have done 
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much better. You have, since Reagan 
came into power, reduced inflation very 
considerably. But one thing I might add 
is that reducing inflation is of little use 
imless you bring it down to zero infla¬ 
tion. Anybody who argues that a little 
inflation is all right, is completely wrong 
because inflation stimulates things only 
as it accelerates. If you rely on a little 
inflation, you are bound to increase it. 
You are driven into increasing inflation. 
So the aim must be not to reduce infla¬ 
tion, but as rapidly as possible to get 
back to a stable price level. 

PR: One thing that some of the Reagan 
advisors have talked about is applying a 
cost/benefit test to regulations. Is it pos¬ 
sible to measure costs and benefits and is 
cost/benefit analysis a sufficient pro¬ 
gram for deregulation? 

Hayek: If you take ''measure" literally, 
certainly not. But so far as you can esti¬ 
mate them roughly, they must be your 
guide. I think what you soon arrive at is 
that for practically all regulations the 
costs are greater than the benefits. It is 
simpler to argue against regulations as 
such than to pretend that you can single 
out those where clearly the costs are 
greater than the benefits. There is good 
sense behind the cost/benefit argument, 
but I don't think it's of great practical 
value. 

PR: What reforms would you propose 
in our monetary system? 

Hayek: Well, I have despaired of ever 
again finding a way of restraining gov¬ 
ernment abuse of any money which it 
issues. My proposal to denationalize 
money was always in a sense utopian 
because governments will never freely 
allow competition in this business. I be¬ 
lieve there are ways around this, and my 
present view — which I hope before long 
to state in detail — is that there is proba¬ 
bly a possibility of not issuing currency 
but starting with credit accounts under 
some other name — say, call the unit a 
"stable" and promise to redeem it with 
enough of whatever current monies are 
required to buy a certain list of raw ma¬ 
terials. So it doesn't involve issuing any 
circulating money, but it enables the 
holder to keep a stable unit in the form 
of a credit. Once you've “succeeded in 


this, the next step would be issuing 
credit cards on these accounts. And then 
you have circumvented the whole mo¬ 
nopoly of government. 

Since it is politically impractical to de¬ 
prive the government of its monopoly, 
you have to circumvent it. 

PR: Other than monetary reform, what 
sort of limits or constraints do you think 
it is feasible to put on government in a 
Western democratic society? 

Hayek: I think it requires a change in 


the constitutional arrangement. We have 
really to redo in a different manner what 
the world tried to do in the 18th century 
when they hoped that the principle of 
the separation of powers was intended 
as a restriction on democracy. It hasn't 
done so. I think we have to invent a new 
way. 

PR: Professor Hayek, when did you re¬ 
alize the important incentive and infor¬ 
mation functions played by market 
prices? 

Hayek: Well, it's a very curious story, in 
a way, that I was led to put the emphasis 
on prices as a signal of what to do. It 


was an essay I wrote in 1936 called "Eco¬ 
nomics and Knowledge." That was orig¬ 
inally written to persuade my great 
friend and master, Ludwig von Mises, 
why I couldn't accept all of his teaching. 
The main topic of the essay was to show 
that while it was perfectly true that what 
I called the logic of choice — analysis of 
individual action — was, like all logic, 
an a priori subject, Mises' contention 
that all the analysis of the market was an 
a priori thing was wrong, because it de¬ 


pended on empirical knowledge. It de¬ 
pends on the problem of knowledge be¬ 
ing conveyed from one person to 
another. 

Now, curiously, Mises, who was so 
very resentful generally of critiques by 
his pupils, even praised my article, but 
he never seemed to recognize to what 
extent it meant a diversion from his own 
fundamental conception. And I never 
got him to admit what I really imagined 
to be the case, that I refuted his conten¬ 
tion that the analysis of the market econ¬ 
omy was an a priori function, that it was 
a fully empirical matter. What was a 
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priori was a logic behind it — a logic of 
individual action — that when you pass 
from the action of one individual, there 
occiu's a causal process of one person 
acting upon another and learning. And 
this could never be a priori. This must be 
empirical. And pursuing this thought is 
how it started. This led me to investigate 
how important the prices forming on the 
market were as guides to individual 
action. And it is since that date, since 
what originally was a criticism of my 
master, Mises, that I have developed this 
idea of the guide function of prices 
which I regard as more and more impor¬ 
tant, which I have applied in its effect on 
price fbcing, on rent restriction, on capi¬ 
tal investment. 

All through, what it comes to is that 
we can achieve a condition of correspon¬ 
dence of separate effort only if we rely 
on prices as guides which tell people 
what to do. 

. I am personally convinced that the 
reason which led the intellectuals, par¬ 
ticularly of the English-speaking world, 
to socialism was a man who is regarded 
as a great hero of classical liberalism, 
John Stuart Mill. In his famous text¬ 
book, Principles of Political Economy, 
which came out in 1848 and for some 
decades was a widely read text on the 
subject, he makes the following state¬ 
ment as he passes from the theory of 
production to the theory of distribution: 
"'Once the product is there, mankind — 
socially or individually — can do with it 
whatever it pleases." Now, if that were 
true I would admit that it is a clear moral 
obligation to see that it is justly distrib¬ 
uted. But it isn't true, because if we did 
do with that product whatever we 
pleased, it would never be there again. 
Because if you ever did it once, people 
would never produce those things again. 
PR: Professor Hayek, we're hearing 
much today about the threat to world 
trade through new rounds of protection¬ 
ism. What advice would you have to 
political leaders and also to the people of 
Western countries who might be con¬ 
cerned about new protectionist mea¬ 
sures? 

Hayek: Perhaps I am over-optimistic — 
but one thing has been understood, at 


least by the more responsible people, 
that nothing did more to intensify the 
depression of the 1930s than the return 
to protectionism. I have not yet found 
anybody who, once he was reminded of 
this fact, would still continue to believe 
that it might be necessary to reintroduce 
protection. 

PR: In your recent interview with the 
New York Times you said, "Keynes was 
one of the most intelligent people I 
knew, but he understood very little eco¬ 
nomics." How do you account for his 
great influence in policy-making circles 
as well as in the academic commimity? 



Hayek: Well, that is a very profound 
problem. He was in complete agreement 
with the philosophical movement which 
had invaded that generation, what I'd 
call intellectualist or constructivist ideas 
derived from many decades of French 
philosophers. These ideas taught: Don't 
believe anything which you cannot ra¬ 
tionally justify. This was at first applied 
to science, but then was equally applied 
to morals. "Do not regard as binding 
upon you any morals which you cannot 
intellectually justify." Now that meant 
in the person of Keynes two things 
which he himself stated. He admitted 
publicly that he had always been an 
amoralist. And that involved the famous 


statement — in the long run we are all 
dead. Now the great merit of traditional 
morals is that they have evolved and 
develop)ed by long-run effects which 
people never foresaw and understood. 
And the merits of the institution of pri¬ 
vate property and of saving are that in 
the long run those groups that adhered 
to them prospered. 

Similarly, the function of the market 
system, the benefits of it, are effects be¬ 
yond our vision — beyond our compre¬ 
hension. Now, any philosopher who 
says, "I should admit only what I can 
rationally justify," must exclude effects 
which are not foreseeable, must refuse to 
acknowledge a moral code which has 
been evolved because of its de facto ef¬ 
fect. The utilitarian theorists believed, 
and Mises strongly believed, that man 
had chosen his morals with an intelligent 
understanding of the good effects. But 
that is wrong. Most of the effects of the 
moral we can't foresee. They are beyond 
our vision. 

The effect is that on the market espe¬ 
cially we can serve people whom we do 
not know. We can profit from the ser¬ 
vices of people we do not know. In 
short, we can form an order of activities 
far exceeding our comprehension. The 
same is true in oxir action for the future. 
CXir morals teach that saving is a good 
thing, because it will help future genera¬ 
tions, but that is not a thing we know 
from experience. All we do know is that 
those social groups in which saving was 
a virtue have prospered, and they gradu¬ 
ally displaced the others. We simply 
must realize that our traditional morals 
are not to be approved because we can 
show how they are beneficial to us, but 
only because they have been proved in a 
process of selection. 

By selection I sometimes speak of the 
natural selection of religions: those reli¬ 
gions which preached the right morals 
survived and enabled the group to multi¬ 
ply. It is not the intelligence of our ances¬ 
tors that has left us with more efficient 
morals, but — as I like to express it to 
shock people — our ancestors were re¬ 
ally the guinea pigs who experimented 
and chose the right ways which have 
been transmitted to us. It was not neces- 

(Cont. on p. 8) 
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sarily their superior intelligence. Rather, 
they happened to be right, so their suc¬ 
cesses multiplied, and they displaced the 
others who believed in the different mor¬ 
als. 

So the difference between Keynes and 
me is really based on different beliefs 
about the foundation of ethics. Keynes 
believed — asserted — "'I am only pre¬ 
pared to believed in such rules the effects 
of which I can see."' But, in fact, civiliza¬ 
tion has formed by man learning to con¬ 
form to rules of action, the effects of 
which were far beyond his vision. Tve 
just come up with a new formulation 
which I rather like, that the invention or 
the development of the market amounts 
to the invention of a new sense organ in 
effect, similar to the evolution of sight in 
addition to the sense of touch. The sense 
of touch gives information only about 
the immediate environment as far as we 
can feel. The formation of the sense of 
sight in the evolution of animals enables 
us to take account of a much wider envi¬ 
ronment, but one still visible to our 
senses. Now, the market has become a 
sort of, as the biologists call it, extra- 
somatic or external sense organ, which 
informs us of things of which we are not 
aware physically. We cannot see the ben¬ 
efits of our action. We cannot see where 
our benefit come from, but we have de¬ 
veloped a mechanism that serves as an 
organ of information operating very 



similarly to the sense organs, but ena¬ 
bling us to adjust our action to events 
which are beyond our sensory percep¬ 
tion. 

PR: What flaws do you see in current 
free-market economic thinking? 

Hayek: I have two defaults in my activi¬ 
ties which I frequently regret. The one is 
that when Keynes, after I had devoted so 
much time to criticism of his Treatise on 
Money, thought out his general theory 
and told me no one believed in what I 
spent so much time to criticize, I did not 
return to the charge and never systemat¬ 
ically attacked the General Theory, 

And the second thing which I regret is 
that when Milton Friedman, who was a 
close colleague and friend, preached 
positivist economics, I did not attack his 
positivist economics. Positivist eco¬ 
nomics is really based on the same idea 
that we can form appropriate policy on 
the assumption of complete knowledge 
of all the relevant facts. In fact, the 
achievement of the market system is that 
we can do much better than we would 
do if we relied only on what we posi¬ 
tively know. We can make use of this 
signaling system, as I call the market, 
which informs us of things which we 
cannot directly perceive or which are 
only transmitted to us — and that ap¬ 
plies both spatially and temporally. We 
learn to adjust ourselves to the events 
which are beyond our vision spatially, 
which happen on other continents, and 
we learn to adjust ourselves to things 
which will happen in the distant future 
which we cannot see. The mathematical 
economists in particular talk of the 
''given" knowledge, the "given" data. 
Note how the use is placed to cause re¬ 
duplication: "Given data" means "given" 
"givens." If they suspect that things are 
not really given to them, they reassure 
themselves by calling them "given data"; 
in fact the data are hypothetical assump¬ 
tions. Nobody knows all of the data. 
They only become operative and enable 
us to form an appropriate order by this 
transmission system of the market, 
where through many relays and changes 
what happened somewhere in New 
Zealand still affects my action by affect¬ 
ing wool prices or land prices and guid- 



So it's all a guide, as I put it before, an 
information system, something, which, 
incidentally, Adam Smith said over 200 
years. In many respects I find more wis¬ 
dom in Adam Smith than in most of the 
later classical economics (not to speak of 
the famous mathematical economics) 
which is very beautiful and very true if 
you assume all of the data are known, 
but becomes nonsense when you remem¬ 
ber that these data are not known to 
anybody. 

PR: Do you think that positivism as a 
methodology, as a way of thinking, 
tends to incline economists toward be¬ 
lieving that they can fine-tune and inter¬ 
vene in the economy to achieve predicta¬ 
ble results? 

Hayek: Yes, very much. I started as a 
positivist myself, in the Ernst Mach 
group in Vienna. I gradually changed — 
and in spite of Mises' argument against 
positivism, I would say that even Mises 
was still at heart a positivist who had 
not completely freed himself from its as¬ 
sumptions, which in a way really go 
back to Rene Descartes. The whole basic 
idea of positivism — that our knowledge 
is based on given observations of the 
external world — goes back to Des¬ 
cartes. 

PR: Professor Hayek, just one last ques¬ 
tion. What should be the role of the 
economist as a policy advisor? 

Hayek: You can either be an economist 
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or a policy advisor. Now, just let me in 
conclusion tell you another story of 
which I have only become recently 
aware. You know I have moved about a 
great deal from country to country, but 
certainly it drew my attention that in 
"ach case I've cleared out as soon as I 
was threatened to be used for govern¬ 
ment purposes. In Austria, at the end of 
the '20s or beginning of the '30s, I was 
just for the first time called to sit on a 
government committee. Within six 
months I was out of the country. 

In England I took a little longer. At the 
age of 19 years I had been for the first 
time used on a mission of the colonial 
office and six months later had left the 
country. In the United States, where I 


was for 12 years in Chicago, it never got 
quite as far because by the time I was 
asked to sit on a government committee 
I had already committed myself to leave 
the country. By moving around the 
world I have avoided that corruption 
which government service regularly in¬ 
volves. 

And more sadly, I have seen in some 
of my closest friends and sympathizers 
— I won't mention any names — who 
completely agreed with me, how a few 
years in government corrupted them in¬ 
tellectually and made them unable to 
think straight. 

I suppose you all know the famous 
story of the one-handed economist. An 
American chief of one of the big corpo¬ 


rations advertised for a one-handed 
economist. His associates were very puz¬ 
zled as to what he meant. He replied, 
"Oh, I want a person who doesn't say, 
'on the one hand and on the other.'" 
And I'm afraid that all the people who 
have been in government service have 
become two-handed economists who 
think in terms of one hand and the other. 
If one has kept out of government ser¬ 
vice, one remains a one-handed econo¬ 
mist who believes there is a clear way in 
which we ought to proceed, but one 
maintains this conviction only so long as 
one stays out of government. All my 
friends who have gone into it and stayed 
for any length of time have, in my sense, 
been corrupted. B 


Small Business (Cont. from p. 4) 
tion, and other measures, while the 
losers, in theory, would be killed off. 
The great unanswered question is how 
government planners will be able to do a 
better job of picking winners and losers 
than the market does. Is it really reason¬ 
able to believe that some government 
bureaucrat will be a better judge than 
those who risk their own money trying 
to do the same thing? Of course not. 
Consequently, the only likely result of a 
government industrial policy will be 
bailouts for losers with political pull. 

It's not a coincidence that those politi¬ 
cians most interested in promoting an 
industrial policy are from the industrial 
Northeast and upper Midwest, where 
dying industries like autos, steel, and 
textiles are located. Politicians from the 
Sunbelt, on the other hand, where most 
of the high-growth electronics and aero¬ 
space firms are located, know that such 
firms have no need for government as¬ 
sistance, and fear that their states will 
end up being taxed to save the "white 
elephants" of the North. 

What is most unfortunate is that the 
Reagan administration's economic poli¬ 
cies were originally intended to redress 
the imbalance in our economic system 
by encouraging entrepreneurship, inno¬ 
vation, and risk-taking through reduced 
taxes and spending, regulatory reform. 


and a stable anti-inflationary macroeco¬ 
nomic policy. The administration's fail¬ 
ure to implement its own policies cor¬ 
rectly and to restore prosperity is 
leading us toward economic planning 
under the guise of reindustrialization. 
Even some conservatives, like Kevin 
Phillips, are now saying a free-market 
economic policy will not work and that 
an industrial policy is required. 

A Renewed Understanding 

What is needed is a renewed under¬ 
standing of the importance of the entre¬ 
preneur and the small businessman in 
the economic system, and the adoption 
of policies to reduce the barriers to en¬ 
terprise, risk-taking, innovation, and in¬ 
vention. This will require further reduc¬ 
tions in marginal tax rates for 
individuals and revision of tax laws 
which now primarily benefit big corpo¬ 
rations. 

In the original Reagan package, the 
principal focus was on reducing mar¬ 
ginal income tax rates for individuals, so 
that there would be an increased after¬ 
tax reward for work, saving, and invest¬ 
ment. Instead, the individual income tax 
cuts were watered down, while the big 
corporations, with their high-powered 
lobbyists, managed to greatly enlarge 
their tax breaks. 

The incentives for small business, by 


contrast, were so watered down that the 
major small business organization, the 
National Federa^^ion of Independent 
Business, almost opposed the tax bill at 
the last minute. Now, of course, even 
the limited effort to create an incentive- 
oriented tax policy has been abandoned 
by the Reagan administration, which 
now believes that tax increases, not 
tax reductions, encourage economic 
growth. 

Also, a renewed commitment needs to 
be made to real reductions in govern¬ 
ment spending and regulations. Until 
now we have barely been able to hold 
the line on the growth of spending and 
new regulations. To be sure, the Presi¬ 
dent cannot do this alone. He needs 
Congress to enact the necessary legisla¬ 
tion. But first President Reagan needs to 
admit that we have not done enough to 
carry out the program he originally ar¬ 
ticulated. 

No doubt many of the current prob¬ 
lems facing business will evaporate 
when the business cycle moves up again 
and when interest rates decline from 
their recent high levels. But we should 
not allow this to blind us to the critical, 
long-term structural problems with our 
economy that are caused by policies 
which discourage competition and entre¬ 
preneurship. ■ 




PducyRepopx 





Volume V Number 2 


A Publication of the Cato Institute 


February 1983 





The Future of Small Business 

in America 1 

Editorial: 

How High Is the Stock Market? 2 
Interview with F. A. Hayek 5 

Policy Report Reviews: 

Development Without Aid; 
Growth, Poverty and 
Development 10 

Balanced Budgets, Fiscal Respon¬ 
sibility, and the Constitution 10 
National Health Policy: What 
Role for Government ? 10 

Meeting Human Needs: Toward 
a New Public Philosophy 11 

The Gateway: U.S. Immigration 
Issues and Policies 11 

'To be governed . . 12 


POLICY REPORT 

ISSN: 0190-325X 

Published by the Cato Institute, Policy 
Report is a monthly review that provides 
in-depth evaluations of public policies 
and discusses appropriate solutions to 
current economic problems. 

David Boaz.Editor 

Tyler Cowen, Daniel Klein, 

Tom G. Palmer.Contributors 

EDITORIAL BOARD 

Yale Brozen.University of Chicago 

Karl Brurmer... .University of Rochester 

Friedrich A. Hayek.University 

of Freiburg 

Israel M. Kirzner.. .New York University 

Gerald P. O'Driscoll, Jr. .Federal 

Reserve Bank of Dallas 

Edwin G. West.Carleton University 

Leland B. Yeager.University 

of Virginia 

Subscriptions and correspondence should 
be addressed to: Policy Report, 224 Sec¬ 
ond Street SE, Washington, D.C. 20003. 
The annual subscription rate is $15.00 (12 
issues). Single issues are $2.00 per copy. 
Policy Report is published monthly by the 
Cato Institute, 224 Second Street SE, 
Washington, D.C, 20003. Second-class 
postage paid at Washington, D.C. 

Copyright ©1983 by the Cato Institute 












FbucY Report 

224 Second Street SE 
Washington, D.C. 20003 


GOD 

INSTITUTE 


SECOND CLASS 
POSTAGE PAID 
AT WASHINGTON. D.C. 





